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ciation rig h ts or had
convertible p re fe rre d
stock
tran sactio n s.
Although each of these
transactions is eventually
denominated in a com
m on stock p rice, the
transaction didn’t repre
sent a “pure” transaction
in common stock. Since valuation experts
typically are asked to value common stock, we
excluded such “nonpure” transactions from
our study.
Many companies with IPOs in 1999 did
not have stock transactions for several rea
sons. Some were mutual savings banks that
converted to public stock ownership (so no
prior stock existed). Other companies were
spun off from their parent companies, and
still others were formed to do roll-up transac
tions (In an IPO roll-up, a new entity goes
public by purchasing several similar compa
nies simultaneously with the closing of, or
shortly before, the IPO). We also excluded
foreign company IPOs whose stock is sold as
American Depository Receipts, and limited
partnerships that went public.

1999 MARKETABILITY
DISCOUNTS AS REFLECTED IN
INITIAL PUBLIC OFFERINGS
Brian K. Pearson C PA /A B V /P FS , ASA

Over the past several years, Valuation Advi
sors, LLC, has studied marketability discounts
in shares of privately held com panies as
reflected in their initial public offering (IPO)
prospectuses. We derived the discounts in
our study from actual transactions in a com
pany’s common stock or stock options as dis
closed in the prospectus. We then compared
the stock or option price paid in the months
prior to the IPO with the IPO price to deter
mine the implied marketability discount (or
occasionally a premium).
For several years b efo re o u r study,
Willamette Management Associates and John
Emory of Robert W. Baird & Company con
ducted similar studies focusing on discounts
of either common stock or stock options,
each using different assumptions (see the
sidebar on page 4). Despite the differences,
the results of the Willamette and Emory stud
ies are very similar. The mean discount in the
Emory study was 44%; the mean discount in
the Willamette study was 41.4%.
PURE SAMPLE

The Valuation Advisors study reviewed more
than 500 IPO prospectuses in 1999. Of these,
336 fit our criteria for inclusion: The com
pany must have had a stock transaction (sale,
purchase, or option) within two years of the
IPO and the transaction must have been in
common stock. Many companies we looked
at had issued stock warrants and stock appre

PROSPECTUS VS. REGISTRATION STATEMENT

In addition to the inform ation provided
potential investors in a prospectus, a com
pany must file a similar document with the
SEC (called a registration statement [form S1]), which occasionally has more information
on such transactions than the prospectus. We
took all the information used in our study
from prospectuses, not registration state
ments. We point this out because the results
of our study do not capture every available
option or stock transaction.
Most o f the transactions in o u r study
involved stock options granted to company
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owners, executives, and employees. Many also
were stock sales or stock used as acquisition
currency. In addition to actual transactions,
we used stock values determined to be at fair
m arket value (FMV) for existing options
w hen a com pany n e e d e d to calculate
reportable compensation expense for out
standing options. Even then, we used only
those transactions if it was clear the price was
at FMV. In the majority of cases, the company
disclosed that information.
COMPENSATION ADJUSTMENTS

Occasionally, the SEC asked a company to
m ake a com pensation adjustm ent, even
though the option or stock sold or issued was
n o te d at FMV.1 In such situ a tio n s, we
checked w hether the company had other
transactions with third parties (typically con
v e rtib le p re fe rre d stock with v e n tu re
investors). If so, we compared the prices the
com pany used as FMV with the prices of
transactions with third parties. If the com
pany’s FMV price was considerably different,
we excluded the transaction.
We took this approach after discussing with
the SEC how it determined a compensation
a d ju stm e n t on so-called cheap stock or
options. The SEC indicated that, in such
determinations, the prices paid with indepen
dent third parties, such as venture capital
investors, w ere highly w eighted. Thus,
although we haven’t included convertible pre
ferred stock transactions in our study, we have
considered their impact when necessary.
Occasionally, when we could easily calcu
late the compensation adjustment based on
clear disclosure, we added it to the stock or

option price to determine FMV. In general,
we strove to be as thorough as possible and to
not include any cheap stock or options in the
study.
When various transactions occurred in dif
ferent time periods we used more than one
transaction per company. However, we did
not use more than one transaction per time
period per company. When multiple transac
tions occurred within a time period, we used
the transaction at the highest price in order
to err intentionally on the low side of any val
uation discounts determined.
On several occasions, companies disclosed
that an independent appraisal had deter
m ined the value of the stock or option.
Because the SEC indicated that a credible
third-party appraisal was seriously considered
in determining FMV, they usually gave such
approaches more weight than a price deter
mined by the company’s board of directors.
How is our IPO study different from the
Willamette and Baird studies?
1. To assist the reader in addressing the
impact of the marketability discount by time
period, we classified the transactions in incre
ments smaller than the increments reported
in those studies.
2. We provided various subsets as well as
overall discounts for the com plete study
results. For instance, we gave the results elim
inating discounts above 90%, and below 10%.
In addition, we calculated our results both
with and without profitable companies.
3. We assigned the appropriate N orth
A m erican industry classification system
(NAICS) code to each company and pro
vided an example for using this subset.

1The SEC reviews all options issued in the 12 months (and sometimes longer) prior to the IPO to make sure the options are issued at
the fair market value (FMV) of the stock. For options issued below FMV, so-called “cheap stock”, the SEC requires the company to make
an accounting entry for compensation expense for the difference between the SEC’s determination of FMV and the option price.
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Table 1: Complete Study Results
1-90 days

91-180 days

181-270 days

271-365 days

1-2 years

166

163

99

84

167

Average discount

32.45%

52.06%

65.84%

73.69%

77.19%

Average one-year discount

51.91%

Time of transaction before IPO

Number of transactions

Table 2: Narrowed Discount Range Results
1-90 days

91-180 days

181-270 days

271-365 days

1-2 years

139

141

75

64

104

Average discount

39.80%

52.74%

62.54%

67.39%

67.85%

Average one-year discount

52.44%

Time of transaction before IPO

Number of transactions

Table 3: Study Results — Profitable Companies
1-90 days

91-180 days

181-270 days

271-365 days

1-2 years

23

18

17

16

32

Average discount

32.30%

53.44%

54.42%

59.48%

64.06%

Average one-year discount

48.40%

Time of transaction before IPO

Number of transactions

Table 4: Study Results — NAICS Code 3 3 4
1-90 days

91-180 days

181-270 days

271-365 days

1-2 years

3

3

2

3

19

Average discount

46.74%

47.83%

52.15%

87.23%

78.07%

Average one-year discount

58.49%

Time of transaction before IPO

Number of transactions

For companies with valid stock transac
tions, we classified the transactions into five
time periods, all measured from before the
IPO date: 1-90 days, 91-180 days, 181-270
days, 271-365 days, and more than one, but
less than two years.
The complete results of our study are sum
marized in table 1.
As table 1 shows, the am ount of the dis
count increases as the time period from the
IPO date increases. Also, the increm ental
increase in the discounts generally decreases
over time.
Next, we excluded companies that had
transactions with premiums or discounts less
than 10% or with discounts greater than
90%. We did this because, the usual premi
ums occurred in the 1-90 days category and

the 90% plus discounts occurred in the 9
months to two-year time frame.
Premiums typically occurred when the
IPO market was unfavorable (most often) or
the industry of the candidate was declining,
yet a company still decided to sell shares at a
lower IPO price than its original SEC filings.
Most 90%-plus discounts occurred in tech
nology and health care companies, where
potential valuation changes can occur quickly
in response to product developments, joint
ventures, industry conditions, and investor
perceptions.
The results of the narrow ed discount
range are shown in table 2.
Surprisingly, the overall discount changed
little when these transactions were excluded.
O nce again, the average d isc o u n t k e p t

Brian K. Pearson is pres
ident of Valuation Advi
sors LLC, Amherst, New
York, which specializes
in business valuation s
and valu atio n c o n s u lt
ing. He can be reached
at 7 1 6 -8 3 9 -5 2 9 0 , or at
bp@valuationpros.com.
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Sim ilar Studies
Two studies— by Willamette Management Associates and John Emory of
Robert W. Baird & Company— focus as does the Valuation Advisors study
on discounts on common stock and stock options, each using different
assumptions.
The Handbook of Advanced Business Valuation (New York: McGraw Hill,
1999) by Robert F. Reilly and Robert P. Schweihs compares the two stud
ies. The significant differences include
▲

The time periods: Baird— only transactions within five months of the

IPO; Willamette— up to three years.
▲

The inclusion of stock options: Baird— yes; Willamette— no.

▲

Sources used: Baird— prospectus; Willamette— SEC filings.

Willamette also adjusted the transaction price based on a time value fac
tor. Since Baird’s transactions were close to the IPO date, this was
unnecessary. It is interesting to note that despite different assumptions,
the results of the two studies are very similar. The mean discount was
44%; in the Baird study and 41.4%. in the Willamette study.
In addition, Z. Christopher Mercer’s Quantifying Marketability Discounts
(Peabody Publishing, 1 9 9 7 ) provides an excellent discussion of both
studies, as well as a thorough review of what constitutes a lack of mar
ketability.

in creasin g as th e tim e from the IPO
increased. To see whether the results were
based on the past success of a company, we
decreased the study sample to include only
profitable companies. We defined profitabil
ity as positive earnings before taxes at the
reporting period nearest the valuation date.
The results are shown in table 3.
W hile the overall discount decreased
somewhat when only profitable companies
were included in the sample, the results are
very similar to the overall results. What’s most
striking though is the lack of profitable com
panies with an IPO. Clearly, in 1999 many
companies went public without any lengthy
operating history. This was due to the rush to
get certain Internet companies funded and
to capitalize on the need to be first to market,
even without prior profitability.
INDUSTRY CODES

As noted earlier, our study also can be used
to calculate discounts by NAICS code. We
can determine discounts by many different
industry classifications. Table 4, for example,

shows the results of all the companies in our
study under NAICS Code 334—com puter
and electronic product manufacturing.
We also can segregate our study informa
tion in a variety of o th er categories (for
example, asset size, revenues, and industry
sector) for a specific valuation purpose. The
sample of 25 of the 336 companies included
in our study (see page 5) reflects the larger
sample’s industries, which, although differ
ent, generally consist of technology compa
nies. In addition, there are transactions in
b o th stock and options. T he m ean and
median results for this group of 25 compa
nies tend to be slightly smaller than those for
the overall study. W hat’s also interesting
about this group is that most of the transac
tions occurred near yearend, when the mar
ket was “h o t” and some IPO prices were
being raised. In “hot” times, the number of
IPOs increases because the overall stock mar
ket is doing well and investor dem and for
such shares consequently rises.
Although you would think the discounts
would be greater on average than the overall
study, with the exception of the less-than-90days and greater-than-one-year time periods,
the discounts in the m iddle time periods
were all lower. This suggests that, if the sam
ple size is large enough, even “hot” markets
d o n ’t have a significant impact on the dis
count size because only certain issues raise
their IPO price. For most other companies, it
simply is easier to complete an IPO within
the original prospectus filing price range.
IPOs IN THE NEW ECONOMY

Fortunately, 1999 was a good year for IPOs,
creating a large sample of good transactions.
It was the sixth largest year of IPOs in the last
20 years. A ccording to H irsc h k o rn 2 “an
a sto u n d in g 57% of all 1999 IPOs were
founded less than five years ago” while 73%
had no earnings. Of those without earnings,
63% were Internet issuers had no earnings.
Clearly, 1999 marked a watershed year for
the “new economy” as it relates to the IPO
market, and therefore the results of our study
present the first look at whether future IPObased discounts can be expected to deviate
much from prior results.
Therefore, what may be most interesting
about our results is that, while our study is

2Hirschkorn, Jeffrey R., “Year in Review 1999 - Nuts and Bolts of ‘99 Stock Issues,” www.ipo.com.
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VALUATION ADVISORS, LLC
SAMPLE FROM 1999 IPO VALUATION DISCOUNT STUDY

Company
Agency.Com

NAICS
Code
514191

Principal Business
Description

IPO
Price

IPO
Date

Internet Services

26.0 0

1 2 /8 /9 9

Price

Transaction
Date

Type

1 -9 0

1 .23
1 1 .00

4 /1 5 /9 9
1 1 /1 5 /9 9

Stock
Stock

57.69%

6 .1 5
1 0.12

5 /2 5 / 9 8
9 /2 8 /9 9

Option
Stock

27.71%

95.27%

Alaska Comm.
5133
Systems Group, Inc.

Telecommunications
Provider

1 4 .0 0 1 1 / 1 8 / 9 9

Classic Comm., Inc. 5 1 3 2 1

Cable Operator

25.0 0

1 2 /8 /9 9

2 0.00

8 /1 5 /9 9

Option

6 .0 0

1 1 /5 /9 9

5.00

3 /1 5 /9 9

Stock

1 2 /9 /9 9

8 .00

9 /3 /9 9

Stock

1 .67
14.80

1 0 /1 5 /9 8
9 /3 0 /9 9

Stock
Option

69.17%

7.06
11.4 0

4 /1 5 /9 9
1 0 /2 7 /9 9

Stock
Stock

18.57%

4.42
8.19
10.0 0

5 /6 /9 9
9 /1 /9 9
1 0 /2 8 /9 9

Stock
Option
Stock

9.09%

1.80
4.50

1 0 /1 5 /9 8
1 1 /4 /9 9

Option
Stock

59.09%

3.00
5.50
9.00

8 /1 5 /9 8
6 /1 0 /9 9
8 /1 5 /9 9

Stock
Stock
Stock

4 .4 0
13.00

1 /2 9 /9 9
1 1 /1 5 /9 9

Stock
Option

23.53%

1.29
6.50

3 /2 5 /9 9
9 /1 5 /9 9

Stock
Option

45.83%
35.00%

Collectors
Universe, Inc.

45411

Sports Memorabilia
Authentication

Fogdog, Inc.

45411

Online Retailer

1 1 .0 0

FreeMarkets, Inc.

45411

Online Auctions

4 8 .0 0 1 2 / 1 0 / 9 9

Harris Interactive

54191

HealthCentral.Com 4 5 4 1 1

iManage, Inc.

Maxygen, Inc.

MedicaLogic, Inc.

Mediaplex, Inc.

54151

325414

514191

54151

Market Research
and Polling

14.0 0

Online Sale of
Health Products

11.0 0

1 2 /7 /9 9

1 2 /7 /9 9

E-Commerce
Content Software

1 1.0 0 1 1 / 1 7 / 9 9

Gene Modification

1 6.0 0 1 2 / 1 6 / 9 9

Online Doctor and
Patient Discussions

1 7.0 0 1 2 / 1 0 / 9 9

Software for
Internet Services

1 2.00 1 1 / 1 9 / 9 9

% Discount From Public Offering Price
Transaction Days Before IPO
9 1 -1 8 0
1 8 1 -2 7 0
2 7 1 -3 6 5
3 6 6 -7 3 0

56.07%

20.00%
16.67%

27.27%
96.52%

49.57%

59.82%
25.55%

83.64%

81.25%
65.63%
43.75%
74.12%

89.25%

Official Payments
Corp.

51421

E-Payment to
Gov’t Entities

1 5.0 0 1 1 / 2 3 / 9 9

9.75

1 1 /5 /9 9

Stock

OpenTV, Inc.

54151

Digital TV Software

2 0.0 0 1 1 / 2 3 / 9 9

14.5 0

7 /1 6 / 9 9

Stock

Retek, Inc.

54151

Online Retailer
Software

1 5.0 0 1 1 / 1 8 / 9 9

13.0 0

1 1 /1 5 /9 9

Option

Online Commerce

1 2.0 0

3 .30
8 .54

9 /1 5 /9 8
6 /1 5 /9 9

Stock
Stock

28.83%

1.00
8 .00

4 /3 0 /9 8
8 /1 5 /9 9

Option
Stock

20.00%

4 .69
8 .7 1

1 1 /1 3 /9 8
1 0 /3 /9 9

Option
Stock

4 .50
7 .31
9 .00

1 0 /1 6 /9 8
5 /1 7 /9 9
9 /1 5 / 9 9

Stock
Option
Option

4 .00
8 .00

5 /2 8 / 9 8
7 /1 /9 9

Stock
Stock

38.46%
60.92%

ShopNow.Com, Inc. 4 5 4 1 1

The Knot, Inc.

Virata Corporation

Tickets.Com, Inc.

SmartDisk Corp.

45411

54151

45411

334112

9 /2 9 / 9 9

Online Wedding
Planning & Products

10.0 0

Software for
Communications

1 4 .0 0 1 1 / 1 7 / 9 9

Online Sales of Tickets

12.5 0

1 2 /2 /9 9

1 1 /4 /9 9

27.50%

13.33%
72.50%

90.00%

66.50%
37.79%
64.00%
41.52%
28.00%

Computer and Digital
Devices Disks

1 3 .0 0

eGain Comm. Corp. 5 4 1 5 1

Software for E-Commerce

12.0 0

9 /2 4 / 9 9

4.69

4 /3 0 /9 9

Stock

Corinthian
Colleges, Inc.

611699

Private PostSecondary Education

18.0 0

2 /5 /9 9

12.4 7

6 /3 0 /9 8

Option

United Parcel
Services, Inc.

49211

Express Carrier

50.00 1 1 / 1 0 / 9 9

18.5 0
20.0 0
21.5 0
23.5 0
25.5 0

8 /2 0 /9 8
1 1 /1 9 /9 8
2 /1 8 /9 9
5 /2 0 / 9 9
8 /1 9 /9 9

Stock
Stock
Stock
Stock
Stock

49.00%

6.52
8.50

8 /6 /9 9
9 /5 /9 9

Stock
Option

39.29%

10.43
11.2 5

1 /1 5 /9 9
2 /1 5 /9 9

Stock
Option

6.25%
1 -9 0

9 1 -1 8 0

1 8 1 -2 7 0

2 7 1 -3 6 5

3 6 6 -7 3 0

Mean

34.62%

36.69%

57.14%

67.06%

74.27%

SonicWALL, Inc.

1-800-Flowers.
Com, Inc.

33429

45411

1 0 /6 /9 9

Internet Security
Infrastructure Products

1 4.0 0 1 1 / 1 1 / 9 9

E-Commerce of
Floral Products & Gifts

2 1.0 0

Total Average Discount 48.97%

8 /3 /9 9

69.23%

30.72%

63.00%
60.00%
57.00%
53.00%

53.43%

50.33%
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som ew hat d iffe re n t from the Baird and
Willamette studies in design, the results are
similar. The discounts in our study appear to
be generally higher. This results from several
factors:
1. In 1999, a large number of technology
companies went public (for example, Inter
net, software, and hardware companies). On
average, they likely grew more quickly than
did most companies with prior-year IPOs,
resulting in larger stock price fluctuations
over shorter periods. This likely would result
in larger discounts, presuming their value is
rising.
2. The IPO market performed very well
in 1999, and underwriters raised the prices of
several IPOs, which also resulted in larger dis
counts. Although, as shown earlier, this phe
nom enon may have had a slight impact on
our results, it was not the cause of any signifi
cant changes. An opposing view of this phe
nom enon, however, was p resented a few
years ago in Business Valuation Review. In June
1997 Mary Ann Lerch and in March 1998
John Paulsen wrote articles contending that
“underwriter enthusiasm” makes for larger
discounts.
Several issues that would rebut the views
of these authors, however, have not been
reviewed fully. The basic premise, although
correct, ignores the impact on marketability
when the IPO m arket is in the doldrums,
which happens regularly. Another issue is
that “underwriter enthusiasm” essentially is
a reflection of investor’s interest in the com
pany. As Philip A. Fisher noted in Common
Stocks and Uncommon Profits (New York: John
Wiley & Sons, 1996), “Every significant price
move of any individual comm on stock in
relation to stocks as a whole occurs because
of a changed appraisal of that stock by the
financial community.” Thus it is the finan
cial community that creates enthusiasm for
certain IPOs. The underwriter merely raises
the offering price to balance supply and
demand for shares of the company.
Furthermore, the issuance of stock options
has increased over the past several years. For
start-up companies and high technology com
panies, such options are necessary to attract
and retain the best em ployees. This has
resulted in a greater number of transactions
in our 1999 study than in our prior three
years’ studies, as well as a slight increase in
the discount during these prior years.

DOT-COMs: A GREATER RISK?

We believe the results of our study provide
add itio n al insight into the lack of m ar
ketability discount within d ifferent time
frames of an IPO. This should be especially
useful when the valuation professional is
considering the likelihood of a potential
public offering for the company being val
ued. It also is equally useful when that com
pany has no likely prospect of ever going
public. We also think the study is useful
because, in a year of “dot-com ” IPOs and
other technology company IPOs, it suggests
that the marketability discount has risen,
presum ably to reflect the greater invest
m ent risk of such companies.
For most valuation practitioners, our study
confirms that parties holding privately held
stock accept a much lower price than the
eventual IPO price (presumably, but certainly
not entirely, to gain liquidity). Valuers can
use the study by determ ining whether the
subject company is an IPO candidate, and
the likely time frame of the IPO. Since the
majority of companies valued are unlikely to
be IPO candidates, using the marketability
discount figures nearer the one- to two-year
time frame certainly would imply that mar
ketability discounts could be even higher
than most practitioners currently use. Also,
our study may be more helpful when valuing
discounts for technology companies because
of the composition of the companies in the
study.
Although this information should be use
ful for most valuation professionals, it should
not be used without considering other facts
and circumstances about the company being
valued. Also, the information should not be
the exclusive basis for determining a discount
for lack of marketability.
Finally, there is considerable debate in the
valuation community over the basis of the
value determined when the valuer starts with
the price of a publicly traded company (for
example, the IPO price used in our study).
While it is beyond the scope of this article to
address this issue in detail, further discussion
of this issue may be necessary in valuation
reports. The valuation expert should be able
to explain what the value determined repre
sents and why the discount from that value is
appropriate.

D

istinguishyo
lf
rse
u
by becoming an

ABV Accredited
Valuation Professional
The ABV Designation Is:

■

The premier business valuation
designation CPAs can earn
The only designation in the
field backed by the AICPA
Supported with resources
and tools made available
by the AICPA
Highly regarded and enables
CPAs to position themselves
as the leading providers of
business valuation services
For m ore inform ation on the ABV A ccre d ita tio n
Program c a ll the ABV HELPline at 1-888-777-7077

ISO 9001 Certified
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tra n sa ctio n s, c o n d u c t a n e t
worth investigation, trace assets,
and perform o th er analytical
procedures—and makes fraud
investigation a natural fit.
After accepting the client,
the CPA’s first step in an investi
gation is to ensure that there is proper predi
cation—a legal right or basis to conduct the
investigation. In circum stances in which
predication is uncertain, the CPA should
obtain fraud allegations in writing before per
forming any investigative procedures. When
an attorney engages the CPA, the attorney is
the client and directs the investigation. When
the engagement is directed by counsel, the
work product privilege applies and the confi
dentiality provisions help ensure adequate
protections are in place for the CPA’s work.
CPAs who conduct fraud investigations per
form a litigation services engagement and fol
low the AICPA Code of Professional Conduct
and other professional standards.
CPAs use a variety of analytical procedures
in conducting a fraud investigation. Analyz
ing business and accounting transactions
using the seventh investigative technique is
critical when gathering evidence either sup
porting or refuting fraud allegations. Many
fraud cases either succeed or fail based on
circumstantial evidence. In criminal cases,
proving the mens rea (guilty knowledge)
along with the actus reus (criminal act) is nec
essary to convict if proven beyond a reason
able doubt. Absent a confession, most fraud
cases are proven through circumstantial evi
dence. To corroborate circumstantial evi
dence, the CPA traces assets, performs verti
cal and horizontal analyses, and conducts a
net worth investigation, among other analyti
cal procedures.
Tracing assets involves following a trail to
identify and locate hidden assets. Vertical and
horizontal approaches to financial statement
analysis help to identify significant trends,
changes, or missing information. A net worth
approach to fraud investigation may take two
different paths to a successful conclusion:
▲ If sufficient records are available, the
CPA may conduct a detailed net worth analy
sis that arrives at a specific amount of unre
ported or illicit income.
▲ If sufficient accounting records are
unavailable, the CPA uses other available
financial inform ation to dem onstrate that

A SYSTEMATIC APPROACH
TO FRAUD INVESTIGATION
Ronald L Durkin, CPA, CFE

CPAs are becoming more involved in the pre
vention, detection, and investigation of fraud.
Opportunities for their involvement arise out
of an internal or external audit, a consulting
engagement, or another source.
The primary purpose of a fraud investiga
tion is to discover the breadth and depth of
the fraud scheme whose essence is conceal
ment. Although each scheme differs in con
cept, design, and implementation, the tech
niques used to investigate a fraud remain the
same from case to case. Based on the avail
able evidence, the CPA develops a theory of
what occurred and then continues to gather
evidence to prove or disprove it. Before and
during a fraud investigation, the CPA should
consider the seven recognized investigative
te c h n iq u e s th a t c o n stitu te a system atic
approach to fraud investigation. The tech
niques will help the CPA approach every
engagement in a consistent manner.
W hether the investigation is predicated
upon allegations of fraud or whether the alle
g ations surfaced d u rin g the course of
a n o th e r e n g a g em e n t, the CPA sh o u ld
approach each investigation systematically. A
systematic approach ensures all bases are cov
ered. D eterm ining which techniques are
appropriate during the course of an investi
gation requires creativity, knowledge of each
technique’s benefits, the cost to implement
it, the legal implications of using the tech
niques, and an understanding of the evi
dence needed to prove or disprove the fraud
theory or allegation.
ANALYTIC APPROACH

Ronald L. Durkin, CPA,
C FE, is w ith A rth u r
A n d e rs e n , LLP, Los
Angeles. He chairs the
A IC P A L itig a tio n and
Dispute Resolution Ser
v ic e s O v e rs ig h t T a s k
Force.
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Richard A. Nossen, a former assistant direc
tor of the IRS Intelligence Division, devel
oped a handbook entitled The Seven Basic
Investigative Techniques. In a presentation at
the 1975 National Conference on Organized
Crim e, N ossen d escrib ed the analytical
approach to fraud investigation, “the seventh
investigative technique,” which is based on
the investigator’s analytical ability. The tech
nique capitalizes on the CPA’s strengths—the
ability to analyze business and accounting
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assets may have been concealed and esti
mates the am ount of concealed or fraudu
lently transferred assets.
Consider, for example, a debtor in a bank
ruptcy proceeding whose bankruptcy sched
ules list few assets b u t an overw helm ing
amount of debt. The investigator compares
the debtor’s schedules with previously issued
financial statements, credit applications, and
insurance policies, thereby identifying either
undisclosed or frau d u len tly tra n sfe rre d
assets.
OTHER TECHNIQUES

The six remaining investigative techniques,
modified somewhat from Nossen’s original
presentation, are
1. T he d e v e lo p m en t o f c o n fid e n tia l
sources and informants.
2. Use of undercover agents and opera
tions.
3. Laboratory analysis of physical evi
dence.
4. Physical and electronic surveillance
(including electronically stored and transmit
ted information).
5. Interview and interrogation.
6. Record and background checks.
Other than conducting interviews and pos
sibly performing background checks, CPAs
normally do not perform these other inves
tigative techniques. Knowledge of each tech
nique, however, is essential. As an investiga
to r, the CPA e ith e r sh o u ld be able to
perform the investigative technique or know
when it is appropriate to employ specialists to
perform the work.
To conduct many of the investigative tech
niques listed above, licensure as a private
investigator (PI) may be necessary, and there
fore, the CPA needs to know the private
investigator statutes of the state in which he
or she conducts the investigation because
each state develops its own PI licensure
requirements. In addition, the CPA should
review state law requirements for the practice
of accounting before performing any of these
techniques.
CONFIDENTIAL SOURCES AND INFORMANTS

Confidential sources provide information but
may be unwilling to testify. Confidential infor
mants provide information for a fee. CPAs fre
quently meet people with knowledge of some
aspects of a fraud scheme, who are reluctant

Hiring a Qualified Private Investigator
Private investigators are licensed by most states and many are highly
trained in one or more specialties. They also need to be familiar with fed
eral and state regulations to keep themselves and their clients from inad
vertently breaking the law.
Robert A. Heales, a PI and president of R.A. Heales & Associates, Denver,
in “Commercial Industry and the Private Investigator,” U.S. Industry
Today (November 1999), advises getting answers to the following ques
tions when engaging Pis:
▲

How many years of experience do they have?

▲

Are they licensed where required?

▲

Do they have adequate liability insurance and bonding?

▲

Do they have worker’s compensation coverage?

▲

Do they have experienced employees?

▲

Do they use employees rather than subcontractors?

▲

Do they use adequate and appropriate equipment?

▲

Do they belong to professional associations?

Qualified Pis usually belong to professional associations, such as the
World Association of Detectives, the National Council of Investigation and
Security Services, and their own state investigator’s associations.

to testify but may be willing to provide infor
mation on a confidential basis. When a CPA
encounters such an individual, he or she
should consult with counsel to determ ine
whether the reluctant witness should be inter
viewed, deposed, or asked to submit a sworn
declaration under penalty of perjury.
As an additional procedure to elicit confi
dential information, the CPA may set up a
hot line for anonymous tips, complaints, and
specific information about waste, fraud, and
abuse.
A percipient witness is one with direct per
sonal knowledge of the facts, circumstances,
and events surrounding the fraud scenario. A
bank teller who is victimized, for example,
has percipient knowledge of facts such as the
bank robber’s face, demand note, and words
spoken. A customer who stood behind the
robber and saw the event could testify as a
percipient witness regarding clothing, time of
day, and direction of flight. In an embezzle
ment scenario, a bookkeeper who saw a clerk
put cash in his or her pocket may have per
cipient knowledge of the theft. A percipient
witness should be distinguished from a fact
witness, a lay witness, and an expert witness.

9

CPA Expert
A careful CPA
corroborates
through other
means all the
information
provided by an
informant or on a
confidential basis.

S p rin g 2 0 0 0

Witnesses also can be classified as periph
eral, hostile, or friendly. Peripheral witnesses
may be able to provide background informa
tion on the business, its accounting system,
and its ownership and debt structure. Hostile
witnesses are unfriendly toward the CPA and
those who instigated the investigation; they
rarely provide helpful information.
It is possible that a witness has a hidden
motive for providing information. Former
spouses, business partners, neighbors, and
friends may know specific details but their
reasons for cooperating are questionable.
Since the CPA is an objective fact finder,
he or she should weigh the benefit of relying
on the evidence against the risk of potential
damage to the case if the information is later
determined to be untrue. A careful CPA cor
roborates through other means all the infor
m ation provided by an inform ant or on a
confidential basis.

ations. If a document appears to be altered or
forged, the CPA should protect the docu
m ent’s integrity—handling it with care to
avoid contamination with contemporaneous
fingerprints—and preserve it for later labora
tory analysis. The CPA should seek direction
from counsel as to the proper protocol to fol
low to ensure the chain of custody and the
evidentiary value of the documents. At a min
im um , the CPA should consider placing
paper documents, such as checks and corre
spondence, in a clear cellophane bag to pre
vent contamination. Attorneys may decide to
take the questioned documents to a docu
m ent examiner for identification of finger
p rin ts or h an d w ritin g or to d e te rm in e
whether they were forged. Laboratory analy
sis can also be conducted on computers. For
example, electronic mail and erased files and
documents may be recovered and reviewed
for evidentiary value and possibly be used to
determine motive.

UNDERCOVER AGENTS AND OPERATIONS

Law enforcement agencies use agents or offi
cers to conduct undercover or covert opera
tions. This technique is very valuable, because
the agent can have direct contact with the
fraud perpetrator and may obtain percipient
knowledge of the details surrounding a fraud
scheme. Undercover FBI operations, such as
Graylord and Abscam, were conceived with
the c o o p e ra tio n of known or convicted
felons. Using a known felon to introduce or
vouch for an undercover agent allows the
agent to be accepted by the fraud perpetra
tor. An FBI agent using the undercover alias
Donnie Brasco, for example, infiltrated the
New York Mafia by endearing himself to the
criminals and thereby becoming accepted as
part of the group. Obviously, this technique
is used sparingly and only by law enforce
ment, but the CPA may consider a variation
on it. For example, when a CPA obtains an
invoice or telephone record indicating a pre
viously unknown business address or phone
number, he or she may consider calling the
telephone number or driving by the address
to determine the identity of the questionable
party. The CPA should be careful not to mis
represent either the identity or the purpose
of the contact with the questionable party.

PHYSICAL AND ELECTRONIC SURVEILLANCE

Law enforcement agencies routinely conduct
physical surveillance, although PIs and other
specialists also perform these techniques
under limited circumstances. A CPA may rec
ommend whether physical or electronic sur
veillance is appropriate, and if circumstances
dictate, that counsel use one or both of the
above techniques.
The CPA also may consider a variation of
the physical surveillance technique: for exam
ple, observing a loading dock after business
hours to determ ine w hether inventory or
equipment is being removed without autho
rization. He or she may also recommend that
the client install surveillance cameras to pro
tect vulnerable areas of the company such as
loading docks, cashier’s areas, and inventory
storage areas.
Another variation to the physical surveil
lance technique involves a situation in which
a CPA suspects a vendor’s invoice is phony.
He or she may drive by the address listed on
the invoice to determine whether it is legiti
mate. The CPA first should ensure that per
forming this investigative step does not vio
late state or other regulations.
INTERVIEWS AND INTERROGATION

LABORATORY ANALYSIS OF PHYSICAL EVIDENCE

Paper docum ents are analyzed for finger
prints, as well as to detect forgeries and alter
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An interview’s primary purpose is to gather
evidence through testimony supplied by wit
nesses. Interviewing continues throughout
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A Systematic Approach to
Conducting a Fraud
Investigation

NO

Client acceptance
criteria met?

Discontinue engagement

YES
Can CPA
comply with professional
standards?

NO

Discontinue engagement

YES

Does CPA have
proper predication?

NO

Discontinue engagement

Consider employing
seven basic
investigative techniques1

Perform
analytical
procedures

Conduct
background and public
record checks

DISCUSS OTHER INVESTIGATIVE
TECHNIQUES WITH COUNSEL
A Physical or electronic
surveillance

Conduct
interviews

▲ Informants and
confidential sources

Results of
records checks

▲ Laboratory analysis

▲ Peripheral witnesses
first

Results of
procedures performed

▲ Undercover operations
COUNSEL AGREES

▲ Build factual base
▲ Generate new areas
of inquiry
More
background information
needed?

YES

NO

More analyses
required?

YES

Counsel engages
expert to perform
technique

▲ Expand knowledge
base on known targets

Expert(s) perform
technique and submit
results to counsel

NO

YES

More interviews
needed?
NO

NO

More evidence
needed?
YES

CPA OBJECTIVELY
GATHERS RELEVANT
EVIDENCE

Sufficient
evidence to express
opinion?

YES

Prepare
investigative
report2

NO

1 CPA should consult with counsel before conducting investigative techniques.
2 If client agrees then prepare investigative report.

Prepared by Arthur Andersen
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an investigation. With each interview, the
CPA obtains background information about
the witness, the case, and the investigation’s
target. A witness may be able to identify
other witnesses, as well as documentary evi
dence. To gath er sufficient background
information or enough evidentiary support,
the CPA normally interviews peripheral wit
nesses before interview ing the targ et of
investigation.
CPAs who perfo rm litigation services
engagements normally do not interrogate
witnesses to obtain admissions of guilt. The
prim ary reason is th at counsel norm ally
engages CPAs and controls the investiga
tion. Because the CPA is working under the
direction of counsel, it could be argued that
the target of an investigation may need to
have counsel present. In addition, various
legal issues may arise during the course of
an interrogation that could complicate the
investigation. Lastly, CPAs are fact-finders
who may appear to lose their objectivity if
they assume a role normally reserved for
law enforcement in order to obtain a con
fession.
BACKGROUND INVESTIGATIONS

It is critical to know the background of the
business, as well as its owners, employees,
related parties, competitors, and the investi
gation’s targets. The CPA either conducts
the background investigation or engages a
specialist to handle the assignment. Obtain
ing such in fo rm a tio n is a c o n tin u in g
process as new individuals or businesses are
identified. A background investigation may
identify current, historical, and other rele
vant information. Real and personal prop
erty records, corporation and partnership
records, and civil and criminal records are
all helpful to the investigator. Before per
form ing this technique, the CPA should
ensure that no additional licensure require
ments are needed.
SYSTEMATIC APPROACH

The systematic approach to fraud investiga
tion incorporates some or all of the seven
investigative techniques discussed. By follow
ing an organized and systematic approach,
CPAs ensure that all bases are covered in a
way similar to the use of audit program s,
checklists, and guidelines in more traditional
accounting engagements.
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By reco g n izin g the seven basic te c h 
n iq u es an d know ing how a n d w hen to
implement them, CPAs enhance their abil
ity to conduct thorough investigations and
p ro d u ce quality work products. As they
gather evidence by im plem enting one or
m ore of these techniques, CPAs evaluate
the evidence in light of the case objectives
and then employ or recommend additional
investigative techniques as needed.
A fraud investigation is a constantly evolv
ing and expanding process that requires a
continuous understanding and interpreta
tion of evidence. Each investigative technique
is designed to gather evidence, and the CPA,
as repository of the evidence, recommends or
implements additional procedures. The deci
sion to use an investigative tec h n iq u e
depends on the circumstances of the fraud
case, as well as the case requirements. Fre
quent discussions with counsel help ensure
the investigation complies with legal require
ments.
CAUTIOUS COMMUNICATION

A final point for the CPA to bear in mind
concerns communication. The CPA needs to
exercise tact and care when communicating
with the engaging client, the clients’ employ
ees, and criminal and investigative agencies.
Premature disclosures can result in unwanted
defam ation com plaints with the CPA as
defendant.
The flowchart on page 11 demonstrates
the interrelationships of the individual inves
tigative techniques. As illustrated, each tech
nique’s purpose is to gather evidence. When
an investigative procedure produces new
information, the CPA considers which, if any,
additional procedures are necessary. Know
ing what technique to use at a particular
point comes with experience. This flowchart
not only should benefit the novice investiga
tor but also will provide the most seasoned
professional with a helpful rem inder of the
available techniques. CE
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The FLP structure
also provides a vehicle
to m axim ize p rofits
and yield to investors
because of several fac
tors. The partnership
stru ctu re elim inates
the possibility of dou
ble taxation, th a t is
taxation at the entity and individual levels.
Accordingly, the reduced tax burden pro
vides higher returns to investors. Addition
ally, unlike outright gifts, the FLP structure
minimizes the possibility that any new part
ners could impair the value of the assets.
A nother factor is the Internal Revenue
Code section 754 perm its a partnership,
upon the death of a partner, to file an elec
tion to adjust the basis of the property under
IRC section 743(b), thereby providing addi
tional value to investors. Furthermore, IRC
section 2036(b) provides that the retention
of the right to vote (directly or indirectly)
shares of stock of a controlled corporation is
a retention of the enjoyment of transferred
property. Accordingly, the value of such stock
is still includable in the estate of the trans
feror. However, IRC section 2036(b) does
not apply to partnership interests.

RECENT TAX COURT DECISIONS
ON FLPs: THEIR IMPACT ON
TAXPAYERS AND ADVISERS
M el H. Abraham, C PA /A B V, CVA, ASA

Family Limited Partnerships (FLPs) are tradi
tional limited partnerships formed under the
laws of a specific state. Typically, the entity is
formed to hold various types of assets, includ
ing real estate, other tangible assets, m ar
ketable securities, and other securities. Fur
ther, they provide a means for families to
achieve many goals, including a means to:
▲ Resolve disputes that arise among the
family, thereby helping to preserve harmony
and avoid the expense and problems of litiga
tion.
▲ Maintain control of family assets.
▲ Promote efficient and economic man
agement of the assets and properties under
one entity.
▲ Consolidate fractional interests in fam
ily assets.
▲ Increase family wealth.
▲ Make annual gifts without fractionaliz
ing the underlying family assets.
▲ Restrict the right of nonfamily mem
bers to acquire interests in the family assets.
▲ Protect family assets from claims of
future creditors.
▲ Prevent the transfer of a family mem
ber’s interest as a result of a failed marriage.
▲ Provide flexibility in business planning
not available through trusts, corporations, or
other business entities.
▲ F acilitate the a d m in istra tio n and
reduce the cost associated with the disability
or probate of the estate of family members.
▲ Prom ote the family’s knowledge of
communication about the family assets.
The family’s goals are achievable because
the FLP can
▲ Engage generally in the real estate
business and acquire, own, hold, develop,
and operate real estate enterprises.
▲ Raise and invest funds to further the
FLP’s underlying purposes.
▲ Invest, manage, and operate various
investments including marketable securities,
stocks, bonds, gold, silver, grain, cotton,
other commodities, and debt instruments.

FORMING FLPs

Usually, the senior generation forms an FLP
by transferring assets in return for general
and lim ited p artnership interests. These
interests carry certain rights related to distrib
utions, cash flows, and access to assets based
upon state law.
Assets are generally investment real estate,
marketable securities, bonds or other assets,
which are expected to appreciate. General
partner interests usually range from 1% to
5%, while limited partner interests usually
range from 95% to 99%. Further, the senior
generation or a separate entity usually holds
general partner interests, whereby they retain
control of the entity and its underlying assets.
Subsequently, gifts of limited partnership
interests are generally made to the ju n io r
generations as a means of transferring value
and assets out of the estate of the senior gen
eration. An additional benefit to an FLP is it
allows taxpayers to use more efficiently the
estate and gift tax structure in transferring
assets. This is because an ownership interest
in a limited partnership is substantially differ-

M el H. Abraham, C P A /
ABV, CVA, ASA, founded
The Accounting Offices of
Mel H. Abraham, a Santa
Clarita, California account
ing, tax , and consulting
firm. He serves as chair of
the Executive Advisory
Board of NACVA and on
th e E d ito rial Advisory
Board of View p oint on
Value. Phone: 6 6 1 -7 9 9 1 1 0 0 ; e-mail: shinobi@
instanet.com.
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ent from a direct ownership interest in the
assets held by the limited partnership.
For example, assume that a husband and
wife own various marketable securities worth
$1 million. They transfer these assets to an
FLP. Later, they transfer a 10% interest to
their child. This transfer typically is taxed for
gift tax purposes based upon the value trans
ferred. If a 10% interest in the underlying
assets were directly transferred, the taxable
value would be $100,000 ($1 million x 10%).
Through the use of an FLP, however, a tax
payer can leverage the am ount of the gift.
Because of the nature of the interest trans
ferred, the taxable value is a pro rata interest
in the underlying assets. Rather, it is the
am ount for which a “hypothetical buyer”
would pay for a 10% interest in a limited part
nership. This interest would consider the fact
th a t a lim ited p a r tn e r ’s in te re st (or an
assignee’s interest) cannot and does not have
access to the assets, cannot force any distribu
tion, or effectively control the ability to
receive a return on investment.
As a result of these ownership and mar
ketability issues, the transferred interest
would be discounted. Accordingly, a transfer
of a 10% interest in the FLP may be valued as
follows:
Value of underlying assets
Interest transferred
Pro rata value of interest
Discount for lack of control 25%

$1,000,000
10%
100,000
25,000
75,000

Discount for lack of marketability 30%
Value of interest transferred

22,500
$52,500

By using this type of transfer structure, the
taxpayers effectively reduce their exposure to
estate and gift taxes by $26,125 ($100,000 pro
rata value - $52,500 discounted value =
$47,000 x 55% marginal estate-gift tax rate =
$26,125) or 26%.
PARTNERS REQUIRED

FLPs require at least 2 partners (1 general
partner and 1 limited partner). A general
partner has full control over the m anage
ment, decisions, and day-to-day operation of
partnership affairs and is responsible for all
obligations of the partnership. A limited part
ner is viewed as a silent investor with no voice
in partnership m anagem ent or operations
and no responsibility for any unguaranteed
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obligations in excess of the investment. As
such, this “wealth preservation p lanning”
technique can accomplish m ultiple goals
with respect to an individual’s assets, wealth,
and estate.
ISSUES AND CONSIDERATIONS

The benefits of FLPs, however, do not come
without issues. FLPs have been riddled with
controversy and lack of definitive guidance
from the courts as to the issues at hand.
Accordingly, advisers and taxpayers have
been leery of their use in fear that the IRS
would disallow the transactions. In th at
regard, the IRS has openly attacked the FLP
structures at various levels including
▲ Substance vs. form doctrine.
▲ Step transaction doctrine.
▲ Sham transaction doctrine.
▲ Gift on formation.
▲ IRC sections 2701, 2703, and 2704.
In fact, since 1996, the IRS has issued
almost a dozen Private Letter Rulings (PLRs)
regarding the use of FLPs.
Fortunately for taxpayers and their advis
ers, four recent Tax Court decisions provide
guidance on the structuring, operating, and
documenting of FLPs. This guidance allows
taxpayers to put their “best foot forward” in
creating an effective “wealth preservation
p la n n in g ” stru ctu re for th eir assets and
estate.
The taxpayers’ initial attempts at having
the Tax Court deal with some of the specific
issues came in two cases, Schauerhamer Com
missioner—May 28, 1997, TC Memo 1997-242
and White v. Commissioner—Docket 14412-97.
At issue in the Schauerhamer case was whether
retain ed enjoym ent existed betw een the
donor and donees. Unfortunately, the tax
payer lost on an issue unrelated to the key
argum ents associated with the IRS’s FLP
attacks.
In this case, three specific FLPs were estab
lished to hold various real estate and other
assets. In late November 1990, the decedent
was diagnosed with colon cancer. On Decem
ber 31, 1990, three family partnerships were
set up, one for each of three children. How
ever, certificates of limited partnership were
not filed until May 13, 1991.
All of the partnerships established entity
bank accounts. However, the m atriarch of
the family continued to receive all income
and pay expenses from h e r p e rso n a l
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accounts. As such, the court deemed that the
gifted interests in the FLPs were not com
pleted gifts under IRC section 2036. Con
cerning the issue of retain ed enjoym ent
between the donor and donees, the court
stated, “Retained enjoyment may exist where
there is an express or implied understanding
at the time of the transfer that the transferor
will retain the economic benefits of the prop
erty. W here a d e c ed e n t’s relationship to
transferred assets remains the same after as it
was before the transfer, IRC section 2036
(a)(1) requires that the value of the assets be
included in the decedent’s gross estate.”
In the White case, Judge Foley was well
informed about the application of the various
issues. He was especially well informed about
the congressional intent of IRC sections 2703
and 2704 because he was involved in develop
ing the associated regulations. The White
case, which was put together well by S. Stacy
Eastland and John Porter, involved all of the
appropriate issues to be resolved. Each of the
issues would have provided the taxpayers and
advisers with som e definitive gu id an ce
regarding the applicability of the various
IRS’s FLP attacks. Unfortunately, the IRS
conceded the case prior to trial and once
again the taxpayers and advisers were left to
their own devices as to the interpretation of
the various provisions of the IRS’s FLP attacks
and the applicability of the complex provi
sions of Chapter 14 of the IRC, primarily sec
tions 2701, 2703, and 2704.
STRUCTURE AND STATE LAW

The second guiding case, Adams v. United
States, No.3-96-CV-3181-D, N.D. Tex. (March
17, 1999), involved a general partnership.
Nevertheless, it provides insight into the
importance of careful structuring of a part
nership agreement as well as the need to be
mindful of the underlying law of the state in
which the entity is formed. The taxpayer and
three siblings formed a general partnership
to hold and manage family property, includ
ing ranch land, marketable securities, and oil
and gas interests. The net value of the part
nership’s assets was $33,081,400.
Because of the partnership agreement and
the terms of the revised partnership in the
state in which the partnership was formed,
the death of a partner in 1992 caused the dis
solution of the partnership. As a result, the
partnership’s heirs became assignees of her

24% interest in the partnership. The remain
ing partners chose to continue the partner
ship’s business.
The court acknowledged that the partners
had the option to continue the partnership
(which they, in fact, did). However, the court
also took the position that a “hypothetical
buyer” of this interest would not voluntarily
reenter into a partnership with these other
individuals with whom, under the tax stan
dard of fair market value, which is based on
the hypothetical buyer concept, they had no
relationship. The court believed a hypotheti
cal buyer who could choose between enter
ing into a partnership and thereby restricting
his or her access to the assets or receiving the
fair value of the underlying assets would take
the economic “high-road” and ask for the pro
rata distribution of the fair value of the assets.
Accordingly, the court determ ined that
the value of an assignee’s interest in the part
nership was 25% of the value of the partner
ship’s assets, or $8,270,350, discounted by
5.4% for costs of selling the assets, for a total
value of $7,821,000. The court effectively
eliminated all discounts typically available to
taxpayers to leverage the wealth transfers.
The third guiding case is Kerry. Commis
sioner (113 TC No. 30—December 23, 1999).
This case was an initial and substantial victory
for the taxpayers and FLPs in general. It should
also be noted that this opinion is a full Tax
Court Opinion not a Memoranda Opinion.
Several relevant issues in the case were
▲ Tiered entity discounts.
A The transfer of a limited partnership
interest or assignee interest.
A The definition of an “applicable restric
tion” under IRC section 2704(b) (3) (B).
A The applicability of IRC section 2704,
in general, to the terms of a FLP agreement.
The taxpayer took the position that inter
est transferred to the grantor retained annu
ity trusts (GRATs) were assignee interests. If
this were the case, the lack of rights associ
ated with this type of interest would have
allowed the larger leveraging of discounts for
gift tax purposes. The court held the Kerrs
transferred limited partnership interest to
the GRATs in both form and substance. Pur
suant to IRC section 25.2512-1, the value of
the limited partnership interest is equal to
the price that a hypothetical willing buyer
would pay to a willing seller for the limited
partnership interests and the restrictions on

K err v.
C om m issioner
was an initial and
substantial victory
for the taxpayers
and FLPs.
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liquidation do n o t constitute “applicable
restrictions” within the meaning of IRC sec
tion 2704(b) and should not be disregarded.
The court also stated that, even if the inter
ests were classified as assignee interests, the
differences between the two types of interests
are very few. In my opinion, however, the
mere fact that a limited partner has a right of
withdrawal but an assignee interest does not,
can have a significant impact on the applica
tion of valuation theory to the interests.
The Kerr case demonstrates that the broad
interpretation by the IRS of an “applicable
restriction” under IRC section 2704(b) can
not be applied to a withdrawal provision of a
partnership agreem ent. These withdrawal
provisions were of concern to certain advisers
and have caused many partnerships to be
formed in states that had no right of with
drawal in their Revised Partnership Acts. In
Kerr, the IRS acknowledged that if the inter
ests are classified as assignee interests then
the interests could not be subject to the pro
visions of IRC section 2704(b). It also demon
strates the importance of taxpayers’ comply
ing strictly with terms and conditions set
forth in various agreements and documents.
As such, if we expect the provisions to be
respected then we must respect them also.
Additionally, it is important to be selective in
the wording and execution of various trans
fers and transfer documents to ensure that
the taxpayers’ positions relating to these
transactions are consistent. Lastly, although
not dealt with in this case, clearly these part
nerships considered and took tiered dis
counts from one entity to another.
The last case, Church United States USDC,
TX, is the most recent and the most dramatic
decision with respect to reducing the contro
versy in using an FLP structure to leverage
wealth planning strategies and thereby, sub
stantially reducing related estate and gift taxes.
Mrs. Church formed a limited partnership
two days before her death to provide for cen
tralized m anagem ent of and consolidate
undivided interests in various ranch proper
ties as well as to hold a portfolio of m ar
ketable securities. Additionally, the entity was
to protect the assets from creditor claims as
well as others. Further, the certificate of lim
ited partnership was not filed until a few days
after Mrs. Church’s death.
The IRS took the position that the part
nership was form ed solely to avoid testate

taxes and the transaction had no substance.
Accordingly, the IRS attacked the partner
ship under the provisions of IRC section 2703
in an effort to eliminate the partnership and
the related discounts taken. As such, the IRS
suggested that (as it has in numerous PLRs)
that the assets to be valued for estate tax pur
poses were the pro rata interest in the under
lying partnership property instead of the
partnership interest. The IRS also alleged
that Mrs. Church continued to use, enjoy,
and possess the partnership property within
the meaning of IRC section 2036—the same
a rg u m e n t successfully m ade u n d e r the
Schauerhamer case. If the 2036 argument was
successful, all prior gifts would have been
brought back to the estate and nullifying the
wealth planning transactions Mrs. Church
undertook. Lastly, the IRS contended that
there was a gift on formation of the partner
ship based upon the perspective that Mrs.
Church contributed $1,467,748 in assets to
the partnership yet received a partnership
interest in return valued at only $617,591.
T he arg u m en ts p re se n te d above may
appear to—and in fact do—involve technical
issues beyond the scope which many taxpay
ers and some advisers want to deal with. The
arguments, however, are representative of
the historical arguments made by the IRS in
an effort to eliminate these wealth planning
vehicles as well as the benefits, from the tax
payer’s perspective, of being able to leverage
the gift tax and estate tax values. Until the
Church case, these arguments created an envi
ronment wherein certain taxpayers and advis
ers were reluctant to “take the chance” that
the IRS would attack the structure. If the IRS
could make these arguments successfully the
result would be to eliminate taxpayers’ ability
to use these structures to leverage the U.S.
tax structure.
After reviewing the argum ents, Judge
Orlando Garcia issued the following findings:
1. The formation of the partnership was a
valid Texas limited partnership, and all trans
fers must be taxed accordingly.
2. The IRS contention of gift on forma
tion confuses the market value of the assignee
interest passing at Mrs. Church’s death with
the interest received in return for her contri
bution to the partnership. Judge Garcia stated
that in order for this contention to hold true
there must have been a gratuitous transfer of
value to others, which was not the case.
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3. At the time of formation, Mrs. Church
was terminally ill with cancer. However, she
was living a normal life and not under the
direct care of a facility. Her death two days
after formation was from cardiopulmonary
collapse, not cancer. This case was not viewed
as a “deathbed” transfer in the eyes of the
court.
4. There was a substantial change in the
economics of the interest held and there was
no implied or written agreement between the
parties. Accordingly, Mrs. Church did not
continue to use, enjoy, and possess the part
nership property within the meaning of IRC
section 2036.
5. There is no statutory basis for the con
tentions made by the IRS under IRC section
2703. In other words, the assets transferred or
held at death were not the underlying assets
of partnership rather a partnership interest
that owned the assets. The IRS cannot try to
interpret this section without Congressional
authorization that would make it unique to
estate tax provisions of the IRC.
6. The other contention made by the IRS
is to disregard the term and transferability
restrictions (those that have the effect of
reducing the value of the interest) in the
agreement. Judge Garcia found that there
was no case or legislative history to support
this position. In fact, he stated:
“A partnership is a voluntary association of
those who wish to engage in business
together, and upon whom the law imposes
fiduciary duties. Term restrictions, or those
on the sale or assignment of a partnership
interest that preclude partnership status for a
buyer, are part and parcel of the property
interest created by state law. These agree
ments are not the agreements or restrictions
Congress intended to reach in passing IRC
section 2703. Reviewing the legislative his
tory, and construing IRC section 2703 with its
companion section 2704, it is clear that the
former was intended to deal with below-mar
ket buy-sell agreements and options that arti
ficially depress the fair market value of prop
erty subject to tax and are no t in h e re n t
components of the property interest itself.”

THE RESULT

As a result of the findings in the Church case,
Mrs. Church's estate was subject to tax on the
value of the partnership interest ($617,591)
rather than the pro rata value of the underly

ing assets ($1,467,748) as contended by the
IRS. The estate tax saving of approximately
$460,000 directly resulted from the proper
structuring and operating of the partnerships
as well as the ability to leverage the valuations
in this case.
T he Church case and the o th e r cases
d em onstrate the elem ents req u ired of a
p ro p e r w ealth p rese rv atio n plan. They
include the proper structuring of the entity
in compliance with state law, as well as the
need to
▲ Document properly through compe
tent legal counsel the entity formation, its
purpose, the transfer of the assets, and the
terms and conditions.
A Document properly through compe
tent legal counsel all transfers in a m anner
consistent with the partnership agreem ent
and state law.
A Understand the underlying state law
and how there may be differing interpreta
tions for an interest under a gift situation
than under an estate-planning situation.
A Appropriately respect the entity struc
ture and operations of the separate and dis
tinct legal entity formed.
A Have contem poraneously prepared
valuations that comply with the final ade
quate disclosure regulations for all transfers
and transactions. The valuations need to be
prepared by a com petent valuation profes
sional with a substantial background in and
understanding of the specific issues as well as
the way the IRS will attack the discounts
under Chapter 14 as well as other provisions
of the IRC.
The cases also demonstrate the need for
a strong team approach in planning in the
early stages so th a t all e le m e n ts are
included. This is the only way the taxpayer
can p u t his or h e r best foot forw ard in
wealth planning. My friend and colleague,
Owen G. Fiore, Esq., prom otes this team
planning concept. Without the proper play
ers on the team and a well documented val
uation and valuation report, the taxpayer
continues to risk losing on valuation issues.
Further, the final adequate disclosure regu
lations in December 1999 put us on notice
as to the substantial documentation require
ments in wealth planning. It is imperative
that we take these cases and new regulations
and act accordingly and in the best interest
of our clients. CE

The C h u rc h case
and other cases
demonstrate the
elements required of
a proper wealth
preservation plan.
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LITIGATION SERVICES PRACTICE
MANAGEMENT GUIDANCE
A review ofDeveloping and Managing a Litigation Services Practice by Brian Brinig, CPA/ABV,
ASA, and Elena Gladson, San Diego: Harcourt Professional Publishing 1999. ISBN 0156060760. $79.
Michael A. Crain, C PA /A B V

The latest edition of Developing and Manag
ing a Litigation Services Practice by Brian
Brinig, CPA/ABV, ASA, and Elena Gladson
is a major revision of the 1996 version. At
nearly 300 pages, the book offers guidance
for the practitioner just starting in the litiga
tion services area as well as the more experi
enced.
For the more experienced practitioner,
managing a litigation practice is always chal
lenging because of the ever-changing and
d em a n d in g en v iro n m en t. T he a u th o rs
address the conventional practice manage
ment issues, and, although they discuss noth
ing new, partners and managers can benefit
from occasionally reviewing the points focus
ing on making litigation practices more effi
cient and profitable.
STAFFING ISSUES

M ichael A. Crain, C P A /
ABV, is a shareholder of
Peed, Koross, Finkelstein
& Crain, P .A .,F t. Laud
erdale, Florida; mcrain@
pkfccpa.com.

Although the authors cover staff develop
m ent, more discussion in this area would
have been beneficial since the training and
retention of staff is one of the major chal
lenges of today’s litigation practice.
One interesting staff-training concept the
authors have developed uses the acronym
FARC (facts, assumptions, rationale, and con
clusions), an analytic process for developing
good expert opinions. This fundamental con
cept, as applied to litigation services, is an
excellent training tool for staff who come out
of traditional practice areas.

EXPERT TESTIMONY

The authors present several legal cases involv
ing rulings about CPA expert witnesses. The
cases address such professional issues as the
expert’s duty to the client, professional com
petence, communicating the results of the
engagement, handling evidence, handling
confidential inform ation, and conflicts of
interest. One of the more interesting parts of
the book covers discussions on such key legal
cases as Daubert, Frye, Kumho Tire, Mattco Forge,
and Shadow Traffic.
For experienced practitioners, the book
includes a review of the federal statutes that
govern expert witness testimony. Many practi
tioners have never formally studied these
statutes or read the Federal Rules of Evi
dence. The book offers a concise presenta
tion of those requirements, including a full
presentation of Federal Rule of Civil Proce
dure 26.
In addition to these topics, a substantial
portion of the book is devoted to such basic
issues as the role of the financial expert, types
of dispute resolution, different litigation
practice areas, practice development, testify
ing, AICPA professional standards, and sam
ple engagement letters.
Experienced practitioners will find the dis
cussions of these basic topics helpful in train
ing the firm’s younger staff. For less experi
enced practitioners, coverage of these subjects
is fundamental to good practice. CE

M ark Your Calendar
▲ AICPA/Institute of Internal Audi

▲ 2 0 0 0 AICPA National Advanced

▲ AICPA Advanced Business Valu

tors N ational Conference on Fraud,

Litigation Services Conference, Octo

ation Conference, November 1 2 -1 4 ,

Septem ber 2 1 - 2 2 , 2 0 0 0 , Caesars

ber 1 6 -1 7 , 2000, The Beverly Hilton,

2 0 0 0 , Loew’s South Beach, Miam i

Palace, Las Vegas (Optional Session on
the basics of conducting a fraud inves
tigation on September 20).

Beverly Hills, CA (with optional ses

Beach.
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American Arbitration Association
Seeks CPA Panelists
The American Arbitration Association (AAA) and the
AICPA are offering qualified CPAs an opportunity to
provide alternative dispute resolution services. Each year
the AAA provides administrative services to thousands of
business people to resolve disputes with vendors, cus
tomers, and employees. In many of these cases the par
ties would benefit if the panel included an arbitrator
with accounting and financial knowledge.
CPAs AS NEUTRALS

The AAA and the AICPA have joined to expand the
Association’s roster of neutrals with CPAs who have
broad knowledge of a particular industry and have exten
sive, in-depth experience in providing professional ser
vices to it. The AAA has over 100 different industry pan
els. If you’ve developed an industry niche there’s a good
chance an AAA panel will match your knowledge and
experience.
In addition to demonstrating expertise in a particular
industry, a good arbitrator candidate must possess sound
judgment, high integrity, and a judicial temperament.
An arbitrator must have good listening ability and be
able to understand the issues discussed and decide the
matter in accordance with the evidence and testimony
presented and the contractual agreement of the parties.
Arbitrators must be impartial in fact and appearance.
Previous experience as an arbitrator is not required. The
process for applying to be an arb itra tio n panelist
includes the following:
▲ The individual submits a detailed resume to the
AICPA by September 1, 2000, for consideration by an
evaluation team of volunteer CPA arbitrators. The

resume must clearly describe the candidate’s history and
experience as a CPA and provide in-depth information
about the individual’s experience in providing services to
a particular industry.
▲ Candidates who are selected by the team of CPA
arbitrators are nominated for appointment to the AAA.
▲ Nominated CPAs complete an application sent to
them by the AAA and pay a $150 filing fee (regularly
$300).
▲ The AAA processes the application and appoints
the candidate to an industry arbitration panel.
▲ Within six months of being accepted to the panel,
the arbitrator must successfully complete a 24-hour course
consisting of eight hours of home study and 16 hours of
classroom participation in a workshop setting. In rare
cases, the AAA may determine that an individual does not
have the tem peram ent for arbitration based on their
observation of the person’s role-play in the workshop.
▲ In the second year of panel membership, the pan
elist must successfully complete a 16-hour practicum on
advanced case management techniques.
Once a person is on the AAA’s roster of neutrals, that
person’s name is included on lists of panelists that the
AAA sends to parties in dispute. The parties select the
arbitrators from the lists. The AAA makes the selection
only if the parties can’t agree. All AAA arbitrators set
their own fee, which is included in the information sent
to parties.
If you’d like to be considered for AICPA nomination
to be an arbitration panelist with the AAA, please mail a
d etailed resum e as previously described to M onte
Kaplan, AICPA, Consulting Services Team, 1211 Avenue
of the Americas, New York, NY 10036. If you have any
questions, please contact Mr. Kaplan. Phone: 212-5966061; E-mail: mkaplan@aicpa.org. CE

plete descriptions, dates,
and locations (for FBV1
and FBV2, ex ten sio n
8256; for advanced
courses, 8253; and for
course content, 8216).

NEW BUSINESS VALUATION
TRAINING PROGRAMS
Practitioners can expand their understand
ing of the business valuation body of knowl
edge by attending two new three-day basic
program s cosponsored by the AICPA and
state societies: Fundamentals of Business Valua
tion-Part-1 (FBV1) and Fundamentals of Busi
ness Valuation-Part-2 (FBV2). For the experi
enced business valuation practitioner, the
AICPA and state societies offer ten one-day
advanced business valuation programs across
the United States. Call 888-247-3277 for com-

BASIC PROGRAMS

Fundamentals of Business Valuation-Part-1
(FBV1) provides an introduction to the valua
tion process an d focuses on the m ost
accepted approaches to valuing a company.
P rogram h ighlights in clude AICPA and
USPAP standards; quantitative and qualitative
analysis of the com pany; th e incom e
ap proach and specific risk; valuation of
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ESOPs; divorce valuation; and valuing the
professional practice.
Fundamentals of Business Valuation-Part-2
(FBV2) builds on the skills developed in Part-1.
Its highlights include asset-based approaches;
the market approach; models used to esti
mate discount and premium valuation adjust
ments; reconciling alternative indicators; qual
ity valuation report writing; and providing
litigation support.
ADVANCED BUSINESS VALUATION PROGRAMS

Advanced Analysis of Discounts and Premiums
(BVA-ADP) focuses on the conditions affect
ing the marketability of a company including:
▲ Analysis of discount for lack of mar
ketability studies such as restricted stock and
IPO studies and costs of flotation.
A Analysis of minority interest and con
trol premium studies and publications.
▲ In-depth discussion of other important
discounts including the key person-thin man
agement discount; the investment company
discount, blockage; market absorption; vot
ing vs. non-voting; the small company risk dis
count; lack of diversification; and Rule 144.
A Review of selected court cases.
A Valuation of limited partnerships.
Advanced Research and Analysis (BVA-ARA)
addresses the research and analysis critical to
any valuation engagement and provides the
tools for the application of either the income,
asset, or market approaches to business valua
tion including:
A Importance of data gathering.
A External and internal data gathering.
A Advantages of electronic data gathering.
A General search strategies.
A Economic research.
A Industry analysis.
A Guideline company analysis.
A Financial statement data.
A Sources of data for the m ark et
approach.
A Data sources for rates of returns, pre
miums, and discounts.
Valuing ESOP Companies (BVA-ESOP) outlines
the mechanics of organizing, funding, and
o p e ra tin g an ESOP and uses a m ark et
approach to valuing a company for owner
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ship or termination. Topics include:
A Basic features of ESOPs.
A Valuation methodology for ESOPs.
A Leveraged ESOPs.
A Valuation of S corporations.
A Best practices for creating value.
A Litigation and case histories.
Using Ibbotson Associates Publications in Private
Firm Valuations (BVA-IBBOT) uses Ibbotson
Associates’ methodology to derive discounts
and capitalization rates for private firm valua
tions. Topics include:
A The strength and weaknesses of Ibbot
son’s equity risk premium methodology and
other potential equity risk premium method
ologies.
A Ibbotson’s small capitalization pre
mium and incorporating it into either the
CAPM or build-up methodologies.
A Minority discount in Ibbotson’s equity
risk premium data.
A Size and industry data resources.
Valuation Issues in Divorce Settings (BVA-VID)
focuses on the critical issues in divorcerelated engagements and provides the tools
for an expanded litigation services practice.
Program highlights include:
A Data-gathering, discovery, and forensic
accounting issues in divorce proceedings.
A Discussion of jurisdictional differences
in acceptable valuation methodologies.
A Professional practices: professional vs.
practice goodwill.
A U nderstanding attorney-client and
CPA-client professional relationships.
A Pension valuations and providing assis
tance with implementation of court orders.
A Successful expert testimony and depo
sition strategies.
A Federal and local rules of evidence.
International Business Valuations: Overview and
Methodologies (BVA-IBV) compares the tools
and techniques used in valuing a U.S. busi
ness with those necessary to value off-shore
operations. It addresses the adjustm ents
needed to incorporate the regulatory, eco
nomic, and cultural conditions in industrial
ized as well as market countries; key factors
affecting dollar-based and national currency
rates of return; and the legalistic approach to
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financial and tax disclosures. Program high
lights include:
▲ Differences in financial, econom ic,
and cultural environments, and their effect
on the qualitative analysis of companies.
▲ The necessity for alternative methods
of developing discount rates, such as World
CAPM (WCAPM).
▲ Key factors affecting the specific adjust
ments required to adapt the WCAPM prop
erly to the subject company.
▲ D ollar-based vs. national-currencybased discount rates.
▲ Specific issues for developing discount
rates in countries with and without formal
capital markets.
A Issues related to the company’s and
investor’s domicile.
▲ Processes of analyzing political risks
and researching problems in non-industrial
ized countries.
▲ Examples of em erging m arket com
pany valuations.
Healthcare Industry and Medical Practice Valua
tion (BVA-HC) uses transactional and assetbased approaches to value medical practices
and o th e r h e a lth ca re providers. Topics
include:
A Basic healthcare valuation concepts.
A The healthcare regulatory environ
ment.
A Data-gathering issues.
A Valuation methodology: discounted
cash flow, tran sactional and asset-based
approaches.
A Issues related to industry-specific mar
ketability and discounts.
A Case study analysis.
Market Approach: Advanced Guideline Company
Analysis (BVA-MA) focuses on the m arket
approach to determ ine value. A ttendees
learn how to locate and screen guideline
company data in relation to a specific valua
tion target; understand the effect of control
on the marketability of the stock; and explore
fundamental differences when applying a val
uation multiple derived from publicly traded
equity markets to a closely held enterprise.
Program highlights include:
A Overview of the market approach to
valuation.
A Data gathering and sources of market

transaction data.
A Application of acquisition data and
public company multiples to specific targets.
A Analysis of guideline com panies to
determine applicable multiples.
A Issues rela te d to using the m arket
m ethod of valuation in control environ
ments.
A Application of the market method in a
detailed case study.
Computing the Cost of Capital (BVA-ROR)
focuses on the techniques to develop, apply,
and defend calculations of rates of return. It
uses classic approaches to determining the
weighted average cost of capital and appro
priate risk prem iums or discounts. Topics
include:
▲ Build-up models.
▲ Capital Asset Pricing Model (CAPM).
▲ Three-factor analysis and three-stage
discounted cash flow analysis.
▲ W eighted average cost o f capital
(WACC).
▲ Calculation and selection of risk pre
miums.
▲ Proper use of beta.
▲ Sources of information.
▲ Proper applications of discounted cash
flow and capitalization rates, such as histori
cal information.
▲ Typical incorrect information used to
develop discount and capitalization rates,
such as historical information.
▲ Applications for both m inority and
control valuations.
Small Business Valuation Case Study (BVA-SBCS)
applies the tools and techniques discussed in
the preceding courses to a small business val
uation engagem ent. Program highlights
include:
▲ Critical issues inherent in small com
pany valuation engagements.
▲ Planning the appraisal engagement.
▲ Data-gathering issues and valuation
methodologies in small business settings.
▲ When not to use public company mul
tiples.
▲ Issues related to small business mar
ketability and discounts.
▲ Small business case study analysis and
report writing.CE

21

CPAExpert

FYI

S p rin g 2 0 0 0

VALUATION ISSUES IN DIVORCE
“Valuation for the purpose of divorce can be
one of the most interesting—but surely also
one of the most challenging—areas of valua
tio n p ra c tic e ,” says N ancy F an n o n ,
CPA/ABV, in “Tackling Valuation Issues in
the Context of Divorce,” in CPA Consultant
(January-April 2000). In her article, she dis
cusses the many issues that make divorce val
uation different from other valuation engage
ments. Members of the AICPA Consulting
Services M embership Section should have
received a copy of the article as part of their
m em ber benefits. CPA Expert readers can
obtain a copy of the newsletter by contacting
wmoran@aicpa.org. If you want a hard copy,
please be sure to provide a mailing address.

A GLOBAL EPIDEMIC OF
INFRINGEMENT LAWSUITS?
Trend Letter (May 11, 2000) predicts there
will be. As protecting intellectual property
becomes more difficult and critical to busi
ness success, countries around the world
will strengthen patent protection as an eco
nomic development tool. In 2005, in India,
for example, new patent protection laws will
pro tect innovators and, the governm ent
hopes, thereby spur research and joint ven
tures in high-tech industries. Similarly moti
vated to fo ster research , the E u ro p e an
C om m u n ity will c re a te a “co m m u n ity
patent” to protect inventions. The U.S. Sen
ate will consider legislation to make patent
applications public before approval, which
gives com petitors the opportunity to pre
view pending product developm ent. U.S.
patent law would then be closer to that of
Japan and Europe.
As more patents are granted, the expecta
tion is an increase of legal disputes about
whether an idea, business model, or product
design is unique as was seen in disputes
between amazon.com and barnesandnoble.
com and Sun Microsystems and Kingston
Technology. Trend Letter predicts “Whole new
businesses will evolve out of the need to trace
the lineage of new technology products.”
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BUSINESS VALUATION TOPS
NICHE SERVICES
“Thanks in part to Baby Boomers and an
overall wealth increase, business valuations
have proven a hot growth area for 78% ...” of
the Accounting Today top 100 firms. Litigation
services placed fourth at 63% after computer
systems consulting (70%) and estate plan
ning (66%).

DETECTING FRAUD BECOMES
MORE DIFFICULT
New technology makes forging official docu
ments easier and fraud detection more diffi
cult. Trend Letter (April 15, 2000) cites a Web
site that can provide visitors with exact nov
elty replicas, down to the last detail of any
state’s current ID. Such entrepreneurs easily
replicate such security measures as water
marks, holograms, seals, and reflective lami
nate coating. State and federal officials can’t
keep up with the fraud innovations. As soon
as they develop a counterfeit- or tam per
proof document, technologically savvy fraud
sters figure out how to duplicate it with great
accuracy.

SEC APPROVES AUDITOR
INDEPENDENCE RULE PROPOSAL
On June 27, the Securities and Exchange
Commission approved a proposal to modern
ize the rules governing auditor in d ep en 
dence. The proposed rules include appraisal
or valuation services, legal services, and
expert services among the “nonaudit services
th at are inconsistent with independence
under the four basic principles articulated in
the rule.”
The SEC is proposing to modernize the
rules for auditor independence related pri
marily to three areas: investments by auditors
or their family m em bers in audit clients,
employment relationships between auditors
or their family members and audit clients,
and the scope of services provided by the
audit firms to their audit clients.
The proposed rule is based on four tests of
an auditor’s independence. A CPA is not
independent when he or she has a mutual or

conflicting interest with the audit client,
audits his or her own work, functions as man
agement or an employee of the audit client,
or acts as an advocate for the audit client.
The proposed rules identify particular
non-audit services that are inconsistent with
independence under the four basic tests:
▲ Bookkeeping or other services related
to the audit client’s accounting records or
financial statements.
▲ Financial information systems design
and implementation.
▲ Appraisal or valuation services, fairness
opinions, or contributions-in-kind reports if
there is a reasonable likelihood the accoun
tant will audit the results.
▲ Actuarial services.
▲ Internal audit outsourcing.
▲ Management functions.
▲ Human resources.
▲ Broker-dealer, investment adviser, or
investment banking services.
▲ Legal services.
▲ Expert services.
The proposed rule also reiterates that an
accountant cannot provide any service to an
audit client that involves a contingent fee.
Following the June 27 publication of the pro
posed rule in the Federal Register, there will be a 75day comment period and public hearings. The
proposed regulation is available on the SEC Web
site at w w w .sec.g o v/ru les/p ro p o sed /3 4-42994.h tm .
The SEC will provide details on format, partici
pants, and testimony presentation for public
hearings on its Web site w w w .sec.gov.

AN UPDATE ON CREDENTIALING
FORENSIC ACCOUNTANTS
At the meeting of the AICPA Litigation and
Dispute Resolution Services Oversight Task
Force in Phoenix on February 24 and 25,
2000, task force chair Ronald L. Durkin, CPA,
CFE, and AICPA technical manager Monte
K aplan p re se n te d the results o f m arket
research of AICPA members and attorneys
concerning creating a credential for CPAs,
Accredited in Forensic Consulting (AFC).
The survey of AICPA members indicated
strong support for the accreditation. How
ever, four focus groups of attorneys con
ducted by the Harris Group, felt that there
was little value in the AFC. They said they did
not want their CPA experts to be knowledge

able about the rules of evidence. They stated
th at they would inform the CPAs of the
appropriate evidentiary issues. They were also
concerned that the AFC would expose the
CPA to being labeled “as an expert at being
an expert.” It frequently appeared that they
perceived the AFC as blurring the roles of
CPA experts and attorneys.
As a result of this research, the National
Accreditation Commission decided to dis
continue further work on the AFC accredita
tion. They authorized the task force to con
sider alternative accreditations that reflect a
narrower and deeper body of knowledge,
including possible cooperation with the
Canadian Institute of C hartered Accoun
tan ts via its Investigative an d F orensic
Accountant (IFA) credential. The task force
members agreed that market research indi
cated a strong need to educate m em bers
and attorneys about the high value of foren
sic consulting expertise. The task force
decided that the next steps were to expand
the body of know ledge o u tlin e, take an
inventory of currently available CPE, and
develop proposals to fill any gaps in CPE.
The courses may eventually lead to a new
AICPA Academy.
On another matter, task force m em ber
Laura Tindall, CPA/ABV, reported that at
the 2000 Advanced Litigation Services Con
ference in Beverly Hills, California, October
16-17, 2000, the American Arbitration Asso
ciation will piggy back a training session.

GREAT MOMENTS IN
COURTROOM TESTIMONY
Judge: I rarely do so, but for whatever purpose
it may serve, I will indicate for the record that
I approached this case with a completely
open mind.
A Texas attorney, realizing he was on the
verge of unleashing a stupid question, inter
rupted himself and said, ‘‘Your honor, I’d like
to strike the next question.”
Attorney: Have you lived in this town all your
life?
Witness: Not yet.
Source: h ttp ://cei.h aag .u m kc.ed u /N A F E /g reat.h tm
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AICPA ANNOUNCES INFOBYTES,
A NEW ONLINE LEARNING
LIBRARY
T h e AICPA has o p e n e d InfoB ytes, an
online learning library designed to help
practitioners enhance and update their pro
fessional knowledge and fulfill CPE require
m ents. For $95 p er year, m em bers have
in s ta n t access to a b ro a d s e le c tio n o f
courses related to business valuation and lit
igation services (as well as courses in other
disciplines). AICPA InfoBytes consists of
one- and two-hour self-study CPE segments,
totaling more than 1,100 hours of training
and resources.
The learning library can also serve as a
reference library, when a practitioner is fac
ing a problem and is looking for instant
guidance. All one- and two-hour segments
can be completed in their entirety, or spe
cific topics reviewed within the m odule.

AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
ADDRESS SERVICE REQUESTED

The fee for the new library will be included
on AICPA dues statements, with an option to
pay, or not. Members can also subscribe to it
on the Web. The Institute will make regular
additions to the library. The Infobytes URL
is http://infobytes.aicpaservices.org.

PARDON US, PLEASE
We erred in citing the product num ber for
the book, the 1999 Medical Practice Valuation
Guidebook: Including the Influences of Managed
Care (San Diego: W indsor P rofessional
Information, LLC, 1999), by Mark Dietrich,
CPA/ABV, w hich is available to AICPA
m em bers at $85.75 (discounted from the
regular price of $95). To order, call the
AICPA M ember Satisfaction team at 888770-7077. The correct product num ber is
056501cx. CE
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